
,*":Di$trict ‘Counsel, Manhattan K4:XAll 
ATT!,: : Cargen Daerq; 

from:Director, Tax Litiqaticn Division CC:TL 

  ---------- Co:x,:oiity ~  ------------ ---------- --- -------------- District   ----------

1. ;lhether there is an “investment banker excegticn” un4;‘r 
section lC.C, 05 tile Tax ?.CfG;ri3 Act of 19CJ, as &ended by sectiol; 
1ccc (d) of the Tax Reform Act of 1905, tcht \:tuid a;jpiy to tiie 
  ---------- ------------ CCCXlOtiity stradoie Cases. 

2. ;:i)rt’her thG   ----------- ------------ ----------------- VC’U-d Sy,;i’ -LC; 

any transactions fou---- ----- --- ------- ------------ ---- --- exchanye or 
,~~hiicn a.;e othexix qucctioncbie. 

3. Xhether the   ---------------------- ------------ would aggy to 
individuai trades of- ----- ------------ --- ----------- ------------- b, 
trades done by 0~ on the account of t---- ------------ ---- --tiivicuaAs 
2ni not by or on the account of t2.e   ---------- ------------ +rtners;:i;,. 

1. There is not an i.nvestment banker exce~~tion that wo!LC 

aL+Ly to the   ---------- ------------ stradciie cases. Sowever, there ;s 
an exception ------------ ---- ----doie transactions by certain 
“securities tiadinq firms” --the   ----------   ---------- ------------
  --------------- that may a&y to ali --- ------- --- ----- ------------- -------------
------------ -ransactions. 

2. The   ---------- ------------ ------------ results from policy 
concerns and- ----------- ----------- ------ ---crease when the bona fide 
nature of the transactions is questionatie. Therefore, the, 
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,jc&$tion &ii>4 not apijl,y to’auy tyakactions that did not occu: 
en 3 (louestlCi eNha@?, of ‘tie,t~e An violation of the ruies of the 
,d~oi;lestic exc:‘ianse where they occurred, 
q,uestiom as tG their bona fiGe nature. 

or to \Jhich there are any 

‘3. The   --------- ------------- ------------ if otherwise avaiiabic, 
applies only --- ----- --------- -------------- --- or on the account of t;,e 
,#curitles tradiln= fim, here   --------- ------------- and does not. 
apply to the individual tradinr, --- ---- ------------

I &La.@ .-..._ 

our 02fice rias :ecoglzeo that there is a sc-caileci   -----------
  ---------- ------------- ;Jhici; cou;c; appiy to stradoie Losses ----------
Jy SeCklGl’l log. -- ti,LtC'USCiillQ this issue, we first neeu to 
clixily ;:hat GEL i,OSltiOfi 16 at to the soL;rce of the ezceit2on. 

Eeciiun 1DL (a), as mended by section lOGO pi; th :I‘;;;, 
2EfCi::i Act Of 19SG, ai2.CWS gxe-iXTA stiadcile ioc;es ohiy ii 
“;ncu;Lei rn a tr;Ge oi business, or . . . incurred in a 
tLans~Ct;Gid entered 

i ntG f~i- i.;ofit though not connected with a 
tia;le 0: business. ” This foi~ow:: the lansuac;e of 1.K.C. 
sect;ons 165 (12) (1) ani: 165 (c) (2). Prior to’the t*ChlllCBL 
ainendxehts of 1~386 , section 10&(a) aiioveo any ioss fiOKl a 
straGdle position if the gositlon was “,paxt of a transaction 
entered ;hto itii- -rofLt.’ %?CtlGi’i 10: itI)., hi60 as ar.Ier,dec;, 
~k:Gvioas L Ye; w ;uie that “afiy loss, incuireC ;Jy .a cGnaaLit;eti 
deoier [as Gefihet ~fi section 100 if)] sii.ali be treateu ,au a less 
incui-ret z’n a trcoc or ousiness.” This d;si;enses with t,he 
;;etitiGner’s ourieh cf haVin(J tG ;lrGve Linden section 106(&l that 
the losce s were incurred in a laoe or ousiness or in a transac- 
tion entered into for profit. 5’ - 

The legislative history to the l,DCZ technicai amnd:nents 
,;ovi&jeL, 11, p;ct: 

1 The for-2 iGf;t standard neans pri;;Giriiy fOi- ;roi;rr. 
,T -,-9. u& ;;, $,y+c~&~~~o. 85-2766 (10tb Cir., Jan. 11, lsec), 

i ; P. Co1;11.1155, 27 T.C. 10~7 (13t7j. 

2 As Xltre fui,y expLained xi the nesnorandm attacnea as 
Exhibit, A, the per se rule is avaiiabie oniy to individuals, but 
may benefit gar tnere who coille wit,hln the definition of “co:.mo~+- 
ities dealer,” with resiject to those partners’,.distributive share 
of s,traoGlc iosses. 
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The cosference agreement f oliows the iiouLe 
bili. Under the statute as cla:ifieo by tne 4 technical correction, w a tauaver w . 
Al-l tna estinwo wno reausPL4, i - .~ 
fr+- in comr Aooit~le, -v.- _ '-. .i as a ua,t UL that buw . . ,, ~,,._, ~./~. ‘> .’ C,’ rouk-oe conslcierec in tne traue 01 uu,lm . i trac*na co~i,lo~l~~ie~ ,,-, 7.2’ (.. If a >efson yua;ifies as a _(. _I coim0uities teiier, the CubSeCtiGn (5) treatment 
e;jg;;ies wrti: respect to anyposition tiisposeu of uI 
sucn ;)erson. It WGUl“, for c2::irA&E, 
regtru to riijetinei tiie i)OSiKiGIl wa 

L;;&y WithGUt 
S ‘di a CGLiLiGuit~J 

h.2. cord. Rep. 20. SS-241, SStil Con?., 26 Sess. II-e.45 (130G), 
re~lriilteii & 1925-3 C.S. voi. 4 G45 (em&as15 aotieo). 

It is i)ui pLltiGl> tilat tiiC s;ou;ce of tile   ----------- -----------
  ------------ is tne “securities trading f irn” ian--------- --- ------ ------
----- --------ces of this iegisiative history and not the “investment 
banking” ianguage. One prob;e;;. with the latter is the lack of 
criteria in oetercining qhether a “taxpayer” was in tile “i2us;;nea.s 
of invest2ient banking.” ? 

:?e pornt out that the exception is independent of !tlre per se 
rule under section 106(b). The exception results fLOr;l 2oiicy 
concerns and a recognition of the litigation hazards that Ceit6in 
securities trading firm COUU prove uncier sectlon 108(a) that 
their cormodity straduie losses were incurred in a trade or 
business, in iigut of the iegiclative hlStGry above. P.ttacned as 

3 The use of the terra “‘taxpayer” could arguably exciude a 
partnershi&. & I.l?.C. section 7701(a) (14). 
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E~xllibit A 1s a Copy of a technica; &vice li~ei~0KS.niiuxi to your 
office mcre.fully discuaslns the   ---------- ----------- ------------- and 
,requirenents that must be net befo--- ----- ------------- ----------- Ti;e 
requirements are: 

(1) Tire transaction- weep Jona fitie in tiiat they were net 
factuai siidi.ia, a, fake o.r fictitious, Or they i7C;e 

not SIlCi,:S in zub5tance, *, ~grearranjrci soleLy TV 
achieve tax-- uvo~uance 0bjeccLves; 

(2) Tile transactions were ej.eCutei on a domestic e;:C,l&nq;u 
w;tli;n the nukes 0f that e:.Cnanc,e, even if tile Lhar., 
issue is not: deveLo?ec; 

(3) The fir:A lb72:s in ;;he trace or aus:lnesj: of trbGin~ SC-CC::-i- 
ties; 

(4) Iiie firn i:hs not e sy;Gicate as cefinea in ;.i:.C. 
section 1.%5;(,).(3)(E); an6 

(5) Tile firm also reguiarly traJe3 commoditie- in connection 
with its business of traclilc; securities: 2 

A; mc~e fuily iiscus'se0 in Zxliibit A, securities trauing 
firi.?, as use0 in the LegiLlative hittory, means an entity in the 
trade or business of trading securities for it5 own account. 
Certainly   -------------- ----------- iJaS a securities traling firm, a:iC, i I: 
T.CL a;:;i;;ren---- ------ ------------ by dost peoyie c~osf~y Inv~ivei ;iLt;. 
section 10E that   ---------- ----------- would be considered to have 
been a securities ---------- ----- ----- reguiariy traded commooitie; 
in COnneCtiol~ aith its business as contemgiateu by the above- 
quoted'iegisiative history. In fact, apparently   ---------- -----------
  ---- ----- --------- ----- ------------- ----- --- ------- Theref------ --------- -----
--------------- ----- ------- --------------- ------ --------iar cases inoicatcn 
otherclse,   --------- ----------- shouici be COnSio2reC tc iiavc been a 
securit;er; --------- ------- ----- reguiariy tradeu commco:ties 11: 
connection with its business uncier reguiieaents (3) an0 (5) 
above. 

liith respect to the fourtn reyuireaent, it ib Our unoerstanu- 
ing that   ---------- ------------ was not a synorcate as dp~m2sx-luL~ 
I.E.C. se------- ----------------- m secciun lOS(n). 

4 ExhlLit k sets out factors to use in determining w&tiler 
the fir,i reguiariy tra0eci com;:lodities. 

5 Section 106(h), al&o as amended, generally preciuoes 
partners in a synciicate, uniess they are COLL~OoitieS dealers, 
frm recognizing their distributive share of losses, at least as 
beiny consioereti incurred in a trade or business. Base6 on tiils, 

  

  
  

  

  

  

  

  



need to bye confirmed, however. Furthermore, we do not know 
Whether there are any partners w~ho themselves may be Considered 
to have been syndicates. Our office has not taken a position on 
the effect of section 108(h) on the allowability ob ~etraddle 
lasses passed through from a nonsyndicate to a partner who itself 
#as a syndicate. If you have any partners who were syndicates, 
this issue would need to be addressed. 

It is our position that the   ---------- ------------ ------------- does 
not apply to transactions not do--- ---- ---- ------------- --- -------- are 
otherwise questionable. .- Two of the requirements set out above 
are that the transactions were bona fide, i,.&., not factual or 
prearranged shams, and were executed on a domestic exchange 
within the rules of that exchange , even if the sham issue is not 
developed. These requirements mirror the prohibition on the 
application of the section 108(b) per se rule when the 
transactions were “fictitious, prearranged, or otherwise in 
violation of the rules of the exchange.” H.R. Rep. No. 99-426, 
99th Cong., 1st Sess. 911 (1985), reDrintea - in 1986-3 C.B. vol. 2 . * 911; &ina v. Commlssloner , 87 T.C. 1213, 1219 n.8 (1986). 

In this regard, we recently reviewed an issue in a refund 
case of a   ---------- ------------ partner   -- ----
  --- ----- ------------ ----- --------- out to ----- ---------------- --- ----------
----- -------- --- ----- testimony of a   --- ----------- ---------- an employee 
of the firm--AC  --- that apparently- ---- --- ------- -----e of the 
commodities t-------- for   ---------- ---------------uggested an issue of 
whether the transactions ------- ------- ------   --- -----------
testimony of   ------------- ----- ------- taken by the- ---------- -uring the 
audit of ------------ ------------ ----uded testimony that   ------ used the 
after-hours ---------- ---- ------------ ------------ trades an-- ----gested 
that   ------ did not use th-- -------- --- ----- --osing of the day’s 
tradin-- -ession, h, exchange-day “settlement prices.” The 
issue   ------------ by this testimony is whether the transactions, to 
which ----- ------------ testimony relates , were prearranged w (as 
oppose-- --- ------ -ncidentally or even primarily) for tax-avoidance 

it is our position that the exception should also not apply with 
respect to syndicates. 

6 This was in review of a let’ter sent from your office, 
and we have enclosed a copy of the revised letter (Exhibit 8) and 
your legal file which contains excerpts of   --- ----------- 
testimony. 

  

    
  

  
  

  

  
  

    
    

  
  

  

  



purposes, to be determined in a manner consistent with the 
analysis used in &M.u~&Q v. . , v , T.C. Memo. 1986-263, 
nadif, 89 T.C. 583 (‘1987). 

In &&L&I& the Court found that the transactions, actually 
executed on an exchange but in viola,tion of the rules of that 
bxchanqe, were prearranged shams. fdis ab.Q.Glass * B, 87 T.C. 1087 (1986) (while t,he,transactions in 
GLaBs were more abusive than those in DeMartlno, the Court used a 
prearranged sham analysis in finding that the transactions were 
not bona fide, while agsuming, but nqt deciding, that the 
transactions were not factual shams ). 

We cannot be sure at this time of the import of   --- ------------
testimony with respect to your cases. It could very ----- ----- as 
argued by the representative in the   ----- case, that the exchange 
rules allowed for the trades to be c----------d in this manner, as 
was the case in Smith v. . I Cm , 78 T.C. 350 (1982). If 
sot the trades could be deemed to have occurred on the exchange, 
within the rules. Even in this event, however, as more fully 
discussed below, such trading practices present an issue 
concerning the measurement of the losses. 

In any event, if the petitioners cannot convince you that the 
transactions were completely bona fide, the exception should not 
apply to those transactions. As we have pointed out, the 
exception results from policy concerns and a recognition of 
litigation hazards that certain securities trading firms should 
be given deference by the government, and could be given’ 
deference by the courts, pursuant to the legislat~ive history 
above. This is true even though the petitioners might not could 
prove that the straddle transactions were an integral part of the 
firm’s trade or business. If the transactions are questionable 
as to their bona fide nature, these concerns and hazards 
decrease. In this regard, any transactions to which   --- ------------
testimony may relate may be sufficiently questionable --- --- ------
bona fide nature not to warrant full concession of those 
particular losses, even if the transactions were~technically done 
within the rules of the exchange. If done in violation of the 
rules, the exception clearly would not apply. 

7. We cannot conclude as to whether or not there are any 
transactions in question to which there would be an issue of . . factual sham. &s, 9, F.r&&aa v. Cammlssloner , 89 T.C. ~No. 60 
(October 21, 1987); EIiop v. . Commlssloner , 88 T.C. 860 (1987); . . BrpLln v. w, 85 T.C. 968 (1985); ue+h P, , s, 85 T.C. 127 (1985). Se ala Glnss, BupLn (it is 
still our contention that the transactions in Q.az& were also 
factual shams). 
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If you have transactions that were clearly executed off an 
exchange or on a foreign exchange, it is our position that the 
exception does-not apply even without inquiring as to their bona 
fide nature. This position is,similar to the position we have 
+aken with respect to the section l,(rE(b) per 68~ rule and results 
irom the abusive nature of most of these types of transactions. 

., 
We point out that, even if the exception is not available, 

the cases may be settled under the Administrative ‘Disposition of 
Commodity Cases (memorandum dated February 24, 1987). The 
commodity in’tiative generally has two settlement positions for Q 

.-. . 
nondealers. The positions are based on whether the 
transactions were on or off the market. For these purposes, 
transactions that were done on an exchange but in violation of 
the rules of that exchange, should be treated as off-the-market 
transactions. Furthermore, if the sham argum,ent is or can be 
developed, the particular transactions to which the sham argument 
relates should not be settled under the initiative. 

As a final note under this issue , we took the position in the 
letter to the Department of Justice that   --- ------------ testimony 
that   ------ used the after-hours session fo-- ------------ ------------
trades- ---- suggesting that exchange-day sett---------- -------- -----e 
not used indicated that there was an issue as to the correct 
bases and amounts realized to be used in the measurement of the 
amount of straddle losses. This issue was discussed in s . CDmm# iLuQ.ul. The Court essentially held that insuch 
instances the bases should be equal to the settlement prices on 
the day the legs were acquired and the amounts realized should be 
equal to the settlement prices on the day of disposition of the 
legs. 

In this regard, the representative in the   ------- case argued 
that section 108 overruled this part of the sm---- ---inion and 
that the losses should be allowed as reported. Section 108 does 
not deal with measurement of straddle losses, only the 
allowability; it did not affect this portion of .Sr&b. In fact, 
no part of the opinion was affected by section 108. w, 
isuQc.ai i2Jasi% &Lu-ua. 

* Dealer ‘in this context is limited to those 
individuals meeting the definition of “commodities dealer” under 
section 108(f), as amended. Any argument that   ---------- ------------
was a dealer in commodities should be treated e------------- --- ----
argument that the   ---------- ------------ ------------- applies unless it. 
could be proven th--- ------------ ------------ ------ ---eed a ‘dealer” in 
commodities or was in- ----- -------- --- ---siness” of trading 
commodities per se as those terms are understood under general 
tax principles. 

  
    
    

  

  
  

  
  



The legislative history quoted above is authority for the 
proposition that the   ---------- ------------ -------------- if otherwise 
#vailable, would apply- ------ --- ----- --------- --------ed by or on the 
account of   ---------- ------------ and notto the individual trading of 
its partners:-

Further, if a trading firm also regularly 
trades commodities in connection with its 
business, then the commodities trading will be 
deemed to be part of its trade or business. 
The latter rule applies only to the securities 
trading firm itself; it does not s.,@v to 

. - nor to partnerships 
or other organizations fArmed for the purpose 
of marketing tax straddles. 

H.R. Conf. Rep. No. 99-841, w (emphasis added). 

The losses from the individual trading may, however, be 
subject to settlement under the commodity initiative. 

If you have any questions .or need any further assistance, 
please contact Ted Sanderson on (FTS) 566-3233. 

RARLENE GROSS 

By: &&.&we hk/ 
KATHLEEN E. WHATLEY 
Chief, Tax Shelter Bra ch 

Attachments: 
As stated. 

  

  
  


